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Key Rating Drivers

Standalone Strength Drives Rating: Housing Development Finance Corporation Bank of Sri
Lanka's (HDFC) National Long-Term Rating is highly influenced by the difficult operating
environment, and reflects the bank's high risk appetite. Its weaker-than-average asset quality
stems from its large exposure to low- and middle-income customers, who are particularly
susceptible to economic and interest-rate cycles. The rating also captures HDFC'’s limited
access to capital markets and small franchise in the domestic banking sector.

Challenging Operating Environment: Fitch Ratings expects the performance of Sri Lankan
banks, including HDFC, to come under stress from the increasingly challenging operating
environment. We forecast Sri Lanka's GDP to contract by 3.7% in 2020. Key credit metrics are
likely to continue weakening, consistent with our previous expectation, despite regulatory
relief.

Elevated Asset-Quality Risk: HDFC'’s asset quality is likely to deteriorate, similar to our view
on the sector, as the economic downturn arising from the coronavirus pandemic hinders
borrowers' ability to service their loans. HDFC'’s impaired-loan ratio - based on stage Il loans,
which include loans backed by the Employee Provident Fund (EPF) that are in arrears - stood at
25% at end-2019 (end-2018: 24%), higher than the peer average of 12%.

We believe that the current asset-quality deterioration, while significant, has not fully captured
the impact of the economic disruption, as regulatory relief in the form of loan-repayment
moratoriums and loan restructuring has temporarily halted the recognition of credit
impairments.

Pressure on Profitability: We expect HDFC’s provisions against coronavirus-related credit
losses to increase in the next few quarters, which, combined with weaker business volumes, is
likely to intensify pressure on profitability. However, HDFC’s profitability is higher than that of
peers, with operating profit/risk-weighted assets averaging 4.0% between 2016 and 1H20
(peer average: 2.2%), benefiting from zero risk weights from EPF-backed loans. HDFC’s average
return on assets of 1.0% in 2016-1H20 is better than the peer average of 0.6%.

Capital Vulnerable to Moderate Shocks: HDFC's relatively small capital base and its limited
access to capital compared with higher-rated large commercial bank peers exposes the bank's
capitalisation to profitability and asset-quality shocks. This is despite HDFC’s common equity
Tier 1 ratio of 17.1% at end-1H20, which is above that of its peers (peer average of 14.6% and
the sector’s 11.9%).

Concentrations Raise Liquidity Risk: We expect HDFC's high asset and liability mismatches to
persist due to its longer-tenor loan book and short-tenor deposit base, while high deposit
concentration could also exert pressure on liquidity in the medium term. Nonetheless, we do
not expect pressure on HDFC'’s rupee liquidity in the near term as liquidity has been made
available by the reduction in the statutory reserve ratio and the Central Bank of Sri Lanka's
other accommodative monetary policies.

Rating Sensitivities

Rating Upgrade Unlikely: Positive rating action is unlikely in the near term due to the
challenging operating environment. In the longer term, an upgrade is contingent on a sustained
improvement in HDFC’s credit profile relative to the universe of Sri Lankan-rated entities.
Improved asset quality and market share, while maintaining adequate capital buffers
commensurate with a high risk appetite, would be consistent with positive rating action.

Significant Capital Erosion: HDFC's rating could be downgraded if capital buffers were to be
substantially eroded due to weakening asset quality, higher unprovisioned impaired loans, or
prolonged rapid growth in the more vulnerable customer segments.Click here to enter text.
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Company Summary

HDFC is a small state-owned Licensed Specialised Bank (LSB) that engages mainly in housing
financing as part of its quasi-development role to supports the state’s National Housing Policy.
The bank accounted for 0.4% of sector assets at end-June 2020, and operates with 39 branches.
We expect HDFC to remain focused on housing financing as its main line of business, although
the share of which has gradually come down to 79% by end-1H20 from 85% at end-2015. HDFC
has shown a bigger appetite to lend towards leasing, SME and mid-sized corporates, in order to
reduce its high concentration on housing financing.

We believe sovereign’s timely support to HDFC cannot be relied upon, given the Sri Lankan
sovereign’s weak ability, as reflected in its low rating of B-/Negative, and HDFC's less systemic
importance compared with large state banks. This is despite the state of Sri Lanka’s indirect
shareholding of 51% of HDFC's issued capital through the National Housing Development
Authority (49.7%), Urban Development Authority (0.5%) and State Engineering Corporation
(0.2%).

As an LSB, HDFC is not allowed, by regulation, to accept demand deposits, and therefore has a
relatively high cost of funds. This limits its ability to compete with mainstream commercial
banks for better-quality credits.

Key Latest Developments

Asset Quality

HDFC'’s regulatory non-performing loans (excluding EPF loans in arrears) spiked to 19.6% of
gross loans by end-1H20 from 13.7% at end-2019, which is substantially higher than the
sector’s 5.3%, and reflects the concentration of its credit risk in the low- and middle-income
housing-finance market. Loan-loss coverage was low and only adequate to cover around 10% of
impaired loans in 2018-1H20, reflecting HDFC'’s high share of EPF and residential housing-
backed lending.

Earnings and Profitability

HDFC's pre-impairment operating profit (PPOP)/average loans declined to 3.7% by end-1H20,
from 3.9% at end-2019, narrowing its ability to absorb credit-cost shocks. Its loan-impairment
charges widened in 1H20 equivalent to 91bp of loans on an annualised basis (2019: 66bp),
absorbing 24% of pre-impairment operating profit (2019: 21%), which is line with the peer
median of 100bp.

Capitalisation and Leverage

We estimate that HDFC would require additional capital of around LKR2.4 billion to meet the
enhanced regulatory capital threshold of LKR7.5 billion by the extended deadline of end-2022,
which we believe the bank can meet through internal capital generation. Furthermore, HDFC'’s
regulatory capital ratios benefit from low risk density, underpinned by EPF-backed loans and
mortgage-backed housing loans which are risk-weighted at 0% and 50%, respectively.

Funding and Liquidity

HDFC'’s loans-to-deposits ratio was high at 93.9% at end-1H20, but is better than the peer
median of 95.7%. Deposits have been the main source of HDFC Bank’s funding, with 85% of
total funding at 1H20. The bank’s other funding sources consist of listed debentures (around 8%
of total funding at end-2019); but the bank may face challenges in rolling over the debentures
due to the minimum rating requirement for listed debentures.
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Summary Financials and Key Ratios
30Jun 20 31Dec19 31Dec 18 31Dec17
6 months - interim 6 months - interim Year end Year end Year end
(USDm) (LKRm) (LKRm) (LKRm) (LKRm)
Audited - Audited - Audited -
Unaudited Unaudited unqualified unqualified unqualified
Summary income statement
Net interest and dividend income 8 1,501.6 2,899.9 2,238.4 1,871.7
Net fees and commissions 1 112.6 358.3 380.3 347.8
Other operating income 0 -1.8 48.9 57.8 12.0
Total operating income 9 1,612.4 3,307.1 2,676.5 2,231.5
Operating costs 4 815.6 1,739.8 1,668.1 1,471.9
Pre-impairment operating profit 4 796.8 1,567.3 1,008.4 759.6
Loan and other impairment charges 1 192.2 322.8 92.7 -56.8
Operating profit 3 604.6 1,244.5 915.7 816.4
Other non-operating items (net) n.a. n.a. n.a. 3.0 5.0
Tax 1 270.2 768.8 354.3 407.1
Net income 2 334.4 475.7 564.4 414.3
Other comprehensive income n.a. n.a. -14.5 -42.4 -43.6
Fitch comprehensive income 2 3344 461.2 522.0 370.7
Summary balance sheet
Assets
Gross loans 226 42,157.8 42,359.9 38,812.1 35,734.8
- Of which impaired n.a. n.a. 10,673.4 9,282.7 7,158.3
Loan loss allowances 7 1,296.1 1,144.3 878.1 767.0
Net loans 219 40,861.7 41,215.6 37,934.0 34,967.8
Interbank 57 10,598.9 7,810.9 5,452.1 9,118.3
Derivatives n.a. n.a. n.a. n.a. n.a.
Other securities and earning assets 38 7,035.0 5,819.7 4871.2 4,736.4
Total earning assets 314 58,495.6 54,846.2 48,257.3 48,822.5
Cash and due from banks 1 267.1 150.2 2444 167.9
Other assets 5 972.8 958.2 783.6 7334
Total assets 321 59,7355 55,954.6 49,285.3 49,723.8
Liabilities
Customer deposits 241 44,899.0 42,504.3 37,016.0 36,655.0
Interbank and other short-term funding n.a. n.a. n.a. n.a. n.a.
Other long-term funding 40 7,452.6 6,599.5 6,652.6 7,916.7
Trading liabilities and derivatives n.a. n.a. n.a. n.a. n.a.
Total funding 281 52,351.6 49,103.8 43,668.6 44,571.7
Other liabilities 9 1,647.8 1,465.0 860.1 920.5
Preference shares and hybrid capital 2 282.7 266.7 n.a. n.a.
Total equity 29 5,453.4 5,119.1 4,756.6 4231.6
Total liabilities and equity 321 59,7355 55,954.6 49,285.3 49,723.8
Exchange rate UsD1= UsD1= UsD1= UsD1=
LKR186.2292 LKR181.634 LKR182.2783 LKR152.8548
Source: Fitch Ratings, Fitch Solutions, HDFC
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Summary Financials and Key Ratios
30Jun20 31Dec19 31Dec18 31 Dec17
Ratios (annualised as appropriate)
Profitability
Operating profit/risk-weighted assets 4.2 4.7 3.9 3.4
Net interest income/average earning assets 5.3 5.6 4.7 3.9
Non-interest expense/gross revenue 50.6 52.6 62.3 66.0
Net income/average equity 12.7 9.6 12.7 10.7
Asset quality
Impaired loans ratio n.a. 25.2 23.9 20.0
Growth in gross loans -0.5 9.1 8.6 15.1
Loan loss allowances/impaired loans n.a. 10.7 9.5 10.7
Loan impairment charges/average gross loans 0.9 0.7 0.3 -0.1
Capitalisation
Common equity Tier 1 ratio 17.1 18.2 16.4 13.5
Fitch Core Capital ratio n.a. n.a. 19.1 16.7
Tangible common equity/tangible assets 8.7 8.7 9.2 8.2
Basel leverage ratio 9.0 8.9 6.7 n.a.
Net impaired loans/common equity Tier 1 n.a. 194.3 216.9 227.0
Funding and liquidity
Loans/customer deposits 93.9 99.7 104.9 97.5
Liquidity coverage ratio 243.0 191.3 231.3 n.a.
Customer deposits/funding 85.3 86.1 84.8 82.2
Net stable funding ratio 131.0 128.5 n.a. n.a.

Source: Fitch Ratings, Fitch Solutions, HDFC
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The ratings above were solicited and assigned or maintained at the request of the rated
entity/issuer or a related third party. Any exceptions follow below.

ALL FITCH CREDIT RATINGS ARE SUBJECT TO CERTAIN LIMITATIONS AND DISCLAIMERS. PLEASE READ THESE LIMITATIONS AND
DISCLAIMERS BY FOLLOWING THIS LINK: HTTPS://FITCHRATINGS.COM/UNDERSTANDINGCREDITRATINGS. IN ADDITION, RATING
DEFINITIONS AND THE TERMS OF USE OF SUCH RATINGS ARE AVAILABLE ON THE AGENCY'S PUBLIC WEB SITE AT
WWW.FITCHRATINGS.COM. PUBLISHED RATINGS, CRITERIA, AND METHODOLOGIES ARE AVAILABLE FROM THIS SITE AT ALL TIMES.
FITCH'S CODE OF CONDUCT, CONFIDENTIALITY, CONFLICTS OF INTEREST, AFFILIATE FIREWALL, COMPLIANCE, AND OTHER
RELEVANT POLICIES AND PROCEDURES ARE ALSO AVAILABLE FROM THE CODE OF CONDUCT SECTION OF THIS SITE. FITCH MAY
HAVE PROVIDED ANOTHER PERMISSIBLE SERVICE TO THE RATED ENTITY ORITS RELATED THIRD PARTIES. DETAILS OF THIS SERVICE
FOR RATINGS FOR WHICH THE LEAD ANALYST IS BASED IN AN EU-REGISTERED ENTITY CAN BE FOUND ON THE ENTITY SUMMARY
PAGE FOR THIS ISSUER ON THE FITCH WEBSITE.

Copyright © 2020 by Fitch Ratings, Inc., Fitch Ratings Ltd. and its subsidiaries. 33 Whitehall Street, NY, NY 10004. Telephone: 1-800-753-
4824, (212) 908-0500. Fax: (212) 480-4435. Reproduction or retransmission in whole or in part is prohibited except by permission. All rights
reserved. Inissuing and maintaining its ratings and in making other reports (including forecast information), Fitch relies on factual information
it receives fromissuers and underwriters and from other sources Fitch believes to be credible. Fitch conducts a reasonable investigation of the
factual information relied upon by it in accordance with its ratings methodology, and obtains reasonable verification of that information from
independent sources, to the extent such sources are available for a given security or in a given jurisdiction. The manner of Fitch’s factual
investigation and the scope of the third-party verification it obtains will vary depending on the nature of the rated security and its issuer, the
requirements and practices in the jurisdiction in which the rated security is offered and sold and/or the issuer is located, the availability and
nature of relevant public information, access to the management of the issuer and its advisers, the availability of pre-existing third-party
verifications such as audit reports, agreed-upon procedures letters, appraisals, actuarial reports, engineering reports, legal opinions and other
reports provided by third parties, the availability of independent and competent third-party verification sources with respect to the particular
security or in the particular jurisdiction of the issuer, and a variety of other factors. Users of Fitch’s ratings and reports should understand that
neither an enhanced factual investigation nor any third-party verification can ensure that all of the information Fitch relies on in connection
with arating or areport will be accurate and complete. Ultimately, the issuer and its advisers are responsible for the accuracy of the information
they provide to Fitch and to the market in offering documents and other reports. In issuing its ratings and its reports, Fitch must rely on the
work of experts, including independent auditors with respect to financial statements and attorneys with respect to legal and tax matters.
Further, ratings and forecasts of financial and other information are inherently forward-looking and embody assumptions and predictions about
future events that by their nature cannot be verified as facts. As a result, despite any verification of current facts, ratings and forecasts can be
affected by future events or conditions that were not anticipated at the time a rating or forecast was issued or affirmed.

The information in this report is provided “as is” without any representation or warranty of any kind, and Fitch does not represent or warrant
that the report or any of its contents will meet any of the requirements of a recipient of the report. A Fitch rating is an opinion as to the
creditworthiness of a security. This opinion and reports made by Fitch are based on established criteria and methodologies that Fitch is
continuously evaluating and updating. Therefore, ratings and reports are the collective work product of Fitch and no individual, or group of
individuals, is solely responsible for a rating or a report. The rating does not address the risk of loss due to risks other than credit risk, unless
such risk is specifically mentioned. Fitchis not engaged in the offer or sale of any security. All Fitch reports have shared authorship. Individuals
identified in a Fitch report were involved in, but are not solely responsible for, the opinions stated therein. The individuals are named for contact
purposes only. A report providing a Fitch rating is neither a prospectus nor a substitute for the information assembled, verified and presented
to investors by the issuer and its agents in connection with the sale of the securities. Ratings may be changed or withdrawn at any time for any
reason in the sole discretion of Fitch. Fitch does not provide investment advice of any sort. Ratings are not a recommendation to buy, sell, or
hold any security. Ratings do not comment on the adequacy of market price, the suitability of any security for a particular investor, or the tax-
exempt nature or taxability of payments made in respect to any security. Fitch receives fees from issuers, insurers, guarantors, other obligors,
and underwriters for rating securities. Such fees generally vary from US$1,000 to US$750,000 (or the applicable currency equivalent) per issue.
In certain cases, Fitch will rate all or a number of issues issued by a particular issuer, or insured or guaranteed by a particular insurer or
guarantor, for a single annual fee. Such fees are expected to vary from US$10,000 to US$1,500,000 (or the applicable currency equivalent).
The assignment, publication, or dissemination of a rating by Fitch shall not constitute a consent by Fitch to use its name as an expert in
connection with any registration statement filed under the United States securities laws, the Financial Services and Markets Act of 2000 of the
United Kingdom, or the securities laws of any particular jurisdiction. Due to the relative efficiency of electronic publishing and distribution,
Fitch research may be available to electronic subscribers up to three days earlier than to print subscribers.

For Australia, New Zealand, Taiwan and South Korea only: Fitch Australia Pty Ltd holds an Australian financial services license (AFS license no.
337123) which authorizes it to provide credit ratings to wholesale clients only. Credit ratings information published by Fitch is not intended to
be used by persons who are retail clients within the meaning of the Corporations Act 2001.
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